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Taxation and Employee Compensation 


SUMMARY SEMINAR DISCUSSION THE EFFECT 
TAX POLICY EXECUTIVE AND WORKER 
COMPENSATION 


Gorpon 


OPENING the Tax Institute Seminar, Chairman Joel Barlow, Covington 
Burling, pointed the increasing controversy over management responsi- 
bility and the effect tax policy the area executive and worker com- 
pensation. Many persons think the tax structure has detrimental effect the 
executive group, that discriminates favor owners capital 
against those who depend for their livelihood the income they earn from 
their personal abilities. Others are the opinion that management and work- 
ers are given unfair advantage the tax structure, advantage they are 
using the detriment shareholders and the economy whole. Still 
others feel that management giving too much weight tax considerations 
formulating compensation plans. There can little doubt that today com- 
pensation one the most important management and tax policy problem 
areas. 

The participants the Tax Institute Seminar considered wide range 
matters this important field. Some the questions they discussed, for ex- 
ample, were: 


Have tax considerations caused management become unduly preoccupied with 
deferred compensation plans, pension plans, profit-sharing plans, and stock option 
plans? 

What forms compensation have the greatest incentive effect upon executives and 
workers? 

Has management insulated itself through deferred compensation, fringe benefits, 
and stock options from the impact our high progressive income tax rates, and 
shifted the burden taxation others? 

Does management run greater risk losing tax provisions favorable 
supporting, not supporting, extension these provisions nonemployee and 
noncorporate groups? 

Has the tax structure motivated executives pay more than their fair share 
profits themselves and labor, the expense fiduciary duty 
shareholders? 

What impact high tax rates, the tax structure, and business practices the 
area compensation have the overall economy? 

What improvements should made? 


This introductory Summary designed give complete picture the 
Seminar participants’ views all questions discussed possible brief 
fashion, but the reader urged read also the verbatim transcript the 
Seminar. Those who participated the Seminar are recognized leaders 
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management, the legal, accounting, and academic professions, and govern- 
ment. Their complete thought-provoking comments these controversial mat- 
ters deserve careful study all business executives; those given govern- 
ment responsibility for tax policy the area compensation; and every 
stockholder, voter, and taxpayer. 


COMPENSATION PLANS 


The Internal Revenue Code gives special treatment qualified pension, 
profit-sharing, and stock bonus plans, and restricted stock options. these 
devices, income taxes current compensation can deferred later 
period and possibly different rates; the income earned the funds set aside 
can made free from tax for many years until distribution made em- 
ployees; and, many instances, the tax compensation for services can 
shifted from high ordinary income rates the low capital gains rate. addi- 
tion these special plans, “nonqualified” deferred compensation contracts, out- 
side the special provisions the Code, are often utilized obtain similar 
income tax advantages for executive personnel. 

These various compensation arrangements promise attractive and substan- 
tial tax savings, especially the most highly compensated. With the excep- 
tion stock options and nonqualified plans, however, they can only used 
they cover broad range employees that they not “discriminate 
favor employees who are officers, shareholders, persons whose principal 
duties consist supervising the work other employees, highly compen- 
sated 


Are Tax Considerations Overplayed? 


the surface, these compensation devices seem offer substantial tax, 
and thus money-saving, advantages. But this really their effect? Qualified 
pension and profit-sharing plans and restricted stock option plans are growing 
leaps and bounds. Are they popular largely because tax considerations? 
Does their popularity indicate that management unduly preoccupied with 
tax considerations fashioning compensation plans for corporate executives 
and workers? Are there other devices that offer greater advantages the 
company? 

Carman Blough, Director Research, American Institute Certified 
Public Accountants, expressed the view that qualified pension and other de- 
ferred compensation plans may spring less from tax motives than from “the 
concern for security that seems have hit the country the last 
his experience, everybody seems concerned with the need for security today, 
and one the first things young college graduate looking for job wants 
know what retirement benefits are available. 

George Kitendaugh, Manager, Tax Accounting Service, General Electric 
Company, felt that while some profit-sharing, pension, and stock option plans 
may principally tax motivated, many are not. Many plans antedate the 
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income tax, observed. Obviously, these were not established for tax reasons. 
General Electric’s plan, for example, was instituted 1912. And, course, 
qualified plans must apply employees generally and not discriminate 
favor those high tax brackets. These plans are security device for all 
employees. primary purpose from the company’s point view, said Mr. 
Kitendaugh, tie the employee the company. 

Indeed, remarked, deferred compensation plans may result tax 
saving all the individual participant. Whether tax saving will result 
depends the length the pay-out period, the period the employee’s earn- 
ing span when compensation deferred, the length the accumulation period, 
and the employee’s income from other sources after retirement. “Among the 
younger executives, say forty years age, with five ten-year pay-off 
period after retirement, there may tax benefit 

This because much the deferred income earned over relatively large 
number years when the employee his lowest earning capacity. then 
paid out over relatively short period after retirement, that, even disre- 
garding other post-retirement income, the effective tax rate the deferred 
income may have been increased. 

Although Mr. Kitendaugh did not mention it, certainly past experience indi- 
cates that another factor which may reduce effectiveness deferred compen- 
sation tax saving device the possibility increase tax rates. 
the other hand, should not overlooked that the special provisions the 
Internal Revenue Code permit—in addition deferral income later years, 
when may possibly subject different rates—both temporary exemp- 
tion from tax for the income earned funds set aside under qualified plans, 
and, many instances, shifting taxes compensation from ordinary in- 
come lower capital gains rates. 

Monroe Berkowitz, Department Economics, Rutgers University, pointed 
out that, while many plans antedate the tax law, tremendous growth has oc- 
curred this area since taxes became important. 1930, for example, 
had this country approximately 720 pension plans covering perhaps 
2.4 million persons, whereas today have 23,000 such private pension plans 
covering perhaps over million workers and other persons the economy, 
perhaps one quarter the civilian nonagricultural labor Both and 
George Brady, Arthur Andersen Co., felt that this growth due largely 
tax motivations. But, Mr. Berkowitz said, stems also from several other 
factors. There are, for example, the desire for security and the increased im- 
portance collective bargaining. Both these are very important. Without 
them, these plans could not have grown fast they have. 

John Costelloe, Chadbourne, Parke, Whiteside Wolff, made sage ob- 
servation that may explain part why tax considerations take the im- 
portance they compensation matters. said: 


think that taxes may have greatest importance individuals’ functions managers 
the interest others. People will give weight tax considerations looking after 
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the interests others which they will not give their own interests. think that 
proved sense the variety occupations you have [on the panel], teachers, 
managers, about equal ability—doing different things because 
differences taste, but all reaching much the same result managers deciding 
questions importance for others.5 


Cash Bonuses Produce Better Results Than Deferred Compensation? 


Mr. Costelloe and Drew Brinckerhoff, Cresap, McCormick Paget, took 
the view that despite the popularity deferred compensation arrangements, 
additional cash compensation often not only preferred majority execu- 
tives, but perhaps brings faster results for the company. Mr. Brinckerhoff said: 


completed that strangely enough, regardless the tax rates, with certain classes 
[particularly among the lower levels] management personnel cash bonus provides 
much better and greater incentive the management employee than stock option, 
deferred compensation, and forth, particularly the case stock option where 
the opportunity for gain much greater.® 


Mr. Costelloe suggested that cash compensation gives faster and more concrete 
results: 


seems that many the plans are speaking involve substantial lag 
between the expenditure money and obtaining results. Perhaps quicker and more 
effective action would taken management were given after-tax cash immediately 
rather than being required wait period time and see what the economy 


the other hand, many felt the ability deferred compensation arrange- 
ments bind employees the company was substantial benefit. 


Stock Option Plans 


Stock options came for considerable comment. Stock options are popular 
device for compensating higher-level executives. Sometimes they are granted 
well lower-level executives, and even all company employees. But, 
unlike the case qualified pension, profit-sharing, and stock bonus plans, 
there statutory requirement that restricted stock options not discriminate 
favor highly-compensated personnel. Stock options are designed give 
their holders increased incentive make the company profitable and en- 
hance the value its stock. They also allow significant amount compen- 
sation for services taken capital gains rates. And the profits from stock 
options can drawn down capital gains rates before retirement. This 
not true funds from pension, profit-sharing, and stock bonus plans. 

Chairman Barlow mentioned, stock option plans are coming for in- 
creasing stockholder criticism. The compensation feature the option—the 
difference between the option price and the market value the stock—is never 
deductible the corporation. Moreover, the optionee pays only the option 
price for the stock. Yet, after exercises the option participates the 
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company’s earnings equal footing with other stockholders who paid full 
value for their stock. Many shareholders complain about this dilution their 
equity, and suspect the optioned stock sold soon the Code permits. 
They feel option plans give the company little benefit and are used mostly 
permit executives take compensation capital gains rates. 

George Koch, Manager, Tax Department, Standard Oil Company 
took issue with the criticism option plans. Option plans, said, should not 
judged short-term one-, two-, three-year basis. Their benefits should 
viewed over longer span. this done, they will found provide the 
benefits the company and its stockholders that they are designed pro- 
vide. Henry Rothschild, 2nd, lawyer and author, found supporting evidence 
study conducted. Stock obtained through options is, and large, held 
long-term basis. Most not sold after the minimum statutory waiting 
period for the purpose realizing quick capital gains. Some sold quickly, 
but partly order liquidate debts incurred the employee enable him 
exercise the option, and partly give some minimum diversification his 
investment portfolio, since often even highly-paid executive able save 
little that stock purchased through options constitutes the bulk his in- 
vestments. Mr. Rothschild thought, however, that one the factors contribut- 
ing this long-term holding optioned stock the increasing public and 
stockholder censure stock option plans. 

Harry Rudick, Lord, Day Lord, mentioning the current practice some 
companies revising stock option prices downward during market recession, 
asked whether stock option plans are really being used serve their stated 
purpose encouraging extra effort tying part executive’s compensa- 
tion the fate the company. was skeptical stock options compen- 
sation and incentive devices. 


Stock options not measure the value the employee services. The stock can 
with bad management and down with good management. don’t see the rela- 
tionship between the compensation that derives from stock options and the value 
the services rendered. think the reasons advanced for stock options are frequently 
not sound economically and that the impelling force the tax 


think,” said, “if were not for the tax treatment—the preferred tax treat- 
ment given stock options—you have one-tenth” the stock options 
that are issued today. “The vast majority executives would glad get 
their cash compensation, and forget about the stock 

Gordon Keith, Wharton School Finance and Commerce, University 
Pennsylvania, found the downward revision stock option prices open- 
ing the door “very wide for redetermination executive compensation,” 
that one can tell given time how much ar. executive being will 
paid for his 

Mr. Brady mentioned the new so-called “phantom stock” plans, and thought 
they are perhaps indication things come. Under some these plans 
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employee’s cash bonus measured the dividends paid stated num- 
ber shares stock. Such plan gives the employee the same incentive 
raise profits and shareholder dividends stock option plan, but has the 
additional advantage the corporation income tax deduction for the 
dividend-measured bonus. restricted stock option sometimes coupled with 
such plan, allowing the employee obtain capital interest the company 
and also take advantage capital gains rates. 


Special Problems Closely Held Companies 


Mr. Costelloe observed that the company with the worst prospect has the 
greatest need for good management, and asked the stock option device not 
the best way for such company attract good management. Many the 
companies most need good management are small and closely held. But 
there are formidable obstacles the use stock options struggling com- 
panies this category. Robert Lea, Norris, Lex, Hart Ross, pointed out 
that the restricted stock option useful only the time the option granted 
one can assign the stock value that sure accepted the Internal 
Revenue Service. Stock small closely held companies does not have active 
market that will conclusively establish value, and present the Service will 
not issue advance rulings stock values. 

Mr. Lea mentioned another reason why stock option plans are not great 
help these companies: most the executives already own more company 
stock than they want. Moreover, said, other deferred compensation plans 
are often little help these companies; pension plans have limited value 
because frequently the stability the company depends the man 
pensioned. The problem the small closely held company and its employees, 
Mr. Lea indicated, much the same that facing the self-employed person: 
how retain enough current income after taxes meet pressing current needs 
and the same time save for the future. 

Dan Throop Smith, Deputy the Secretary the Treasury, said the Treas- 
ury very much aware and concerned with the problem valuing stock 
small closely held companies for stock option purposes. far the Treasury 
has been unable find any answer short ruling valuation the time 
the grant, but hesitates take this step view the consistent Treasury 
policy against ruling any factual valuation matters. Nevertheless, this step 
might taken for small companies. “Stock option plans,” Mr. Smith said, “do 
have real value. They have real place when properly Suggestions, 
said, are welcome this area. 


Nonqualified Plans 


Smaller companies that have been unable use qualified deferred compen- 
sation plans, and other companies well, have for many years used nonquali- 
fied deferred compensation arrangements accomplish some the same re- 
sults. One these the nonqualified deferred compensation contract. can 
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used addition the place qualified plans, and most often 
used meet special problems executives. 

Deferred compensation contracts can take many forms. Usually the em- 
ployee agrees perform stated services, after well before retirement, 
and may also agree not work for competitor after retirement. return, 
the company promises pay agreed compensation for number years, 
including post-retirement years. There special Code provision for the 
manner which from these contracts will taxed the employee, 
and the Treasury has never precisely defined administratively. 

Depending the way the contract drawn and the factual situation 
involved, there may danger that some all the income from the con- 
tract will taxed the employee before receives cash from the company. 
This, course, would hardship the employee. Despite this area un- 
certainty, these contracts have their usefulness. For example, when em- 
ployee changes jobs, they can used compensate for lost benefits accrued 
under the former qualified plan. 

question was raised whether the Treasury ought not define clearly 
the line that will divide successful from unsuccessful deferred compensation 
contracts. The Seminar participants seemed feel that this one area where 
definite ruling the Treasury might unwise. Drafting ruling this 
subject that will have only the desired result and broader implications 
extremely difficult, not impossible. There was concern that any ruling might 
have unfortunate unintended ramifications and create more problems than 
would solve. 

Seminar participants also asked the tax uncertainty deferred compen- 
sation contracts makes them more expensive employers. employees de- 
mand larger payments compensate for the increased hazard? Mr. Rudick 
thought the cost such contracts the employer probably higher than 
the cost qualified plan benefits. course, these arrangements are almost 
never funded, and the employer gets deduction until the executive actu- 
ally paid. But the same token, said, the employer has use the money 
until paid the executive, and may better off. 


Fringe Benefits and Expense Accounts 


will appear more detail below, many Seminar participants saw the 
high income tax rates corporations and individuals encouraging some corpor- 
ations give, and some executives take, substantial fringe benefits that are 
hoped tax free. These include free use company facilities such cars, 
yachts, and living quarters, company-paid vacations, and entertain- 
ment and expense allowances the borderline personal living expenses. 

Late last year the Internal Revenue Service announced addition new 
line 6(a) the individual income tax return, and requirement that taxpayers 
report gross income line all expense money received. The expenses 
thus reimbursed would have deducted the new line 6(a) and sup- 
ported adequate records. Many taxpayers had not been keeping records 
reimbursed expenses, and there was feeling that application this require- 


TAXATION AND EMPLOYEE COMPENSATION 


ment 1957 would create widespread hardship. Furthermore, management 
objected applying this reporting procedure any year because the added 
record-keeping expense would impose business. 

Because these objections, the Internal Revenue Service abandoned this 
new policy, and issued new proposed regulation the subject 
incurred expenses. The proposed regulation adopts accountability test: the 
employee need not report expense monies received expenses charged di- 
rectly the employer has had account for them the employer. 
must, however, state his return that the amount not reported did not exceed 
the reasonable business expenses incurred him, and report income any 
amount excess such 

Some the Seminar participants have found the public critical the pro- 
posed regulation. Many people feel corporate employees are acquiring much 
tax-free income through the fringe benefit and expense account route. The 
new line 6(a) policy the Treasury was designed end abuse this area. 
Most people seem agree was too severe; would even have required 
every office messenger record taxi fares, postage reimbursements, and on. 
But critics management practices this area argue the Treasury backed 
down too far its proposed regulation. They claim the accountability test 
means little, that the employee will reporting those sympathy with 
him, and abuses will continue. 

Chairman Barlow observed that important management, and tax- 
payer morale, that the public assured any excesses and tax avoidance this 
area are being minimized the point humanly possible. Some Congressmen 
have said him that they think management made the record-keeping and 
accounting problem look more formidable than is. Are the criticisms man- 
agement and the Treasury this area correct, asked? the proposed 
regulations threaten breakdown our self-assessment system permitting 
abuse expense accounts and fringe benefits? 

The Treasury, Mr. Smith informed the Seminar, has been bothered over 
the years abuses the expense account and fringe benefit area. con- 
cerned here with the general fairness the income tax law, and also with 
taxpayer morale. People who not get tax-free income are naturally upset 
when others, either under the letter the law, stretching the law, are 
able enjoy it. serious problem exists here, said, preventing our ex- 
cellent tradition self-assessment system from breaking down because 
tax evasion through such devices. 

The problem, Mr. Smith’s words, one “striking the best possible 
between preventing abuse and imposing unreasonable record-keep- 
ing requirements taxpayers. The present Treasury policy, said, one 
the Treasury will observe action very closely for several years. don’t be- 
lieve there necessarily any thought that the final The prob- 


The final regulation employee expenses was issued the Treasury August 
28, 1958. follows the pattern established the proposed regulation. 

See Transcript Seminar Discussion, 59. 
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lem area broad one and covers direct payments the employer well 
reimbursed expenses and the flat expense account. 


The last time attended meeting Paris, was struck the number dress 
shops which charges were acceptable under organization that makes possible 
charge for meals. Likewise, Shannon Airport, there were number things, includ- 
ing cameras and clothing and liquor, that could purchased and charged directly 
the 


The whole area difficult and important, and the Treasury, Mr. Smith said, 
welcomes suggestions for dealing with it. 

Mr. Rothschild suggested that the problem should broken down between 
the publicly held and the closely held company. for closely held companies, 
this area one which must essentially handled audit, matter what 
the regulations provide. far publicly held companies are concerned, 
examined the problem very deeply when the initial Treasury policy first came 
out, and found that, that policy created some problems for many 
companies, none the problems seemed insoluble. 

But the initial Treasury policy cannot accepted, other solutions must 
found. alternative both Treasury policies, Mr. Rothschild raised 
the possibility solving the problem disallowing deductions company 
that permits personal expenses paid through expense accounts and fringe 
benefits. This procedure would put the burden the auditing system within 
the company. consistent with the philosophy the self-assessment sys- 
tem place the responsibility the taxpayer far possible. Banks, Mr. 
Rothschild noted, are very careful with the expenses they allow because they 
are worried about what possible audit the state might disclose. course, 
all corporations are audited now, but there little tax incentive for the corpo- 
ration critical these expenditures. Under present law, they are not 
deductible the form claimed, they are neverthless deductible additional 
compensation payments. 

Mr. Smith surmised that perhaps even such penalty the corporation 
would not solve the problem. commented: 


still awfully cheap living the company pays the bill, even the 
company does not get deduction, compared distribution through salary 
dividends. think you will find that the attention audits has been directed 
picking imputed income-in-kind the individual, and also increasing 
amount simultaneous audit the company and the employees management, 
the case closely controlled 


Mr. Blough voiced the opinion that the Treasury has gone too far trying 
correlate the audit executives’ returns with the corporation’s return. Yet, 
Mr. Rothschild mentioned, the auditing problem must, practical matter, 
tackled largely through the audit the corporation. Without closely cor- 
relating individual and corporate audits difficult succeed taxing many 
improper expense payments individuals. 
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ease the burden Internal Revenue Service auditing agents, Mr. Smith 
suggested might worth considering requirement that company expense 
and compensation accounts set they are identifiable individuals 
rather than scattered through many general accounts. Along the same line the 
suggestion was made that the company’s independent auditing firm the 
executives the corporation might conceivably able certify within some 
limited area that payments made individuals expense reimbursements 
were really payments for personal purposes and thus compensation for services. 

for the first suggestion, although Mr. Rudick thought the present regula- 
tions correctly interpret the law, saw reason why, since the problem 
largely one audit, the Treasury could not require companies bring all 
expense payments for individual into one account systematic basis. 
Otherwise, commented, careful audit will very difficult, and extremely 
time-consuming best. Indeed, agents even now can and require corpor- 
ations bring these expense payments together one place when 
allowances fringe benefits for particular employee are questioned. Paul 
Strayer, Department Economics, Princeton University, and President the 
Tax Institute, suggested would not unduly expensive require employees 
submit duplicate expense vouchers, with one copy systematically filed under 
the employee’s name. This should permit easy audits, and perhaps, sur- 
mised, big companies would find the public relations advantage close po- 
licing these items worth the extra cost involved. 

But Mr. Kitendaugh deemed prohibitive the cost systematically setting 
expense accounts they are identifiable the individual. good many 
companies, like General Electric, use decentralized accounting methods. 
such systems would extremely expensive bring expense records into one 
account. There also another aspect the problem that should not over- 
looked, said, and that the responsibility management this area. Man- 
agement has duty weed personal benefits out expense payments, and 
most managements do. know .[expense payments for personal items] 
are not allowed our company. These things are thoroughly audited, think, 
far the revenue Consistent with this view was Chairman 
Barlow’s observation that large companies can’t afford questionable behavior 
this area, and the tax avoidance problem here probably occurs more often 
smaller companies, particularly closely held companies. 

for the independent auditor certifying that expense payments have not 
gone for personal items, Mr. Blough remarked, would hate undertake” 
such Not only would the accounts have brought together, 
which, already mentioned, terrific expense, but how could outside 
person, with only dollar figures before him, determine whether 
expense was necessary whether represented personal item? For example, 
said, company president should make trip Florida, the independent 
auditor may able check the president’s expense account determine 
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whether his charges for such trip were reasonable, but how can the auditor 
know whether the president had business purpose going Florida 
whether the trip was social one? 

The general consensus the Seminar participants was that the Treasury 
the right track this area. The proposed regulation expresses proper in- 
terpretation the law and reasonable, but nevertheless there some ques- 
tion how successfully the auditing procedure implementing can pro- 
tect the revenue. Mr. Brady was one several who felt the initial Treasury 
position was improper. Even though there are some abuses, said, “the Treas- 
ury was trying kill fly with sledge hammer demanding the produc- 
tion thousands and thousands expense 

Mr. Koch agreed. The basic question, said, simply whether execu- 
tive acting the company’s agent incurring expenses looking for 
device acquire salary tax-free disguise. Only the company can decide 
what wants executive its agent. Once has reasonably decided 
ask executive incur certain expense, acting the company’s 
agent this respect. Congress, Mr. Koch claimed, could not pass law say- 
ing money received this capacity gross income the individual. Whether 
the company acting irresponsibly and permitting employee receive 
salary disguised expense money “an audit and can’t handled 
regulations, 

Mr. Blough also agreed the initial Treasury position was unfortunate. Not 
only would involve burdensome and expensive record keeping, but under 
that system, determining whether expense money went for personal items would 
require intensive examination each employee’s return. “We know that not 
practical much easier, suggested, for the revenue agent, 
when auditing the employer, determine whether not the 
policies approving expense vouchers are reasonable. the agent finds 
evidence that they are not, will then able see that the returns the 
individuals concerned are closely examined, and can furnish the information 
needed that 


ARRANGEMENTS 


High Tax Rates 


The Seminar was general agreement that high progressive income tax 
rates lead special relief provisions designed mitigate the effect these rates 
have certain groups. The special Code provisions concerning various de- 
ferred compensation devices, and the problems the fringe benefit and ex- 
area, were seen simply one manifestation this. 

Mr. Rothschild posed for consideration the thought that perhaps the basic 


67. 

63. 

new passage along this line was added the final regulation. See Treas. 
Reg. §1.162-17 (d) (iv). 


TAXATION AND EMPLOYEE COMPENSATION 


flaw our high tax rate structure discrimination favor capital 
against the services management, and the special Code provisions de- 
ferred compensation stem from pressure correct it. Early the twentieth 
century, said, industry was dominated the great capitalists: the Dukes, 
Rockefellers, Carnegies, and Wanamakers. Executives were relatively unimpor- 
tant hired hands. While few statistics are available, salary $5,000 $10,- 
000 for top executive was high one. One study shows that among the 
largest manufacturing companies the average executive salary from 1904 
1915 was less than $10,000. Even adjusted for changes the dollar, this 
relatively low figure. 

With the passage time the great capitalists declined importance. Their 
paramount position has been taken the professional manager, who has little 
capital his own, but does have the power control his company because 
today’s diffusion ownership. The basic structure the Code does not 
reflect this new order; still treats the owner capital with special deference. 
While the owner property has his property income taxed ordinary income 
rates, still holds his capital intact after receipt this income and payment 
taxes it. But the man who renders services, Mr. Rothschild suggested, 
uses part his capital every year. His capital his ability earn money, 
and the time span over which can earn money relatively short. Yet his 
services are taxed the same basis income from property, and allowed 
offset for the service-capital consumes each year. The special deferred 
compensation provisions the Code can seen means for treating in- 
come from services more like income from property, needed reform. 

Mr. Koch and Mr. Kitendaugh both took the view that high rates make 
special Code provisions the compensation area necessary. Rates are high 
and executive initiative require special relief provisions. 
article the April, 1958, Nation’s Business, argued that our tax rates 
are high they may soon result second-rate management group because 
executives will find after-tax rewards not justify extra effort. 

But the detrimental effect rates incentive proved controversial as- 
sertion. Mr. Rudick suspected has been overplayed. “So far personal 
observations are concerned,” said, “it seems that executives, and 
large, are not deterred the high tax Those who work hard 
more from “the satisfaction that flows from job well than because 
desire for more money. his mind, the greatest harm caused high rates 
the inability executives save enough capital permit them strike 
out their own. Investment funds are coming more and more from institu- 
tional investors and trust funds and less from individuais. suggest,” Mr. 
Rudick said, “that this much stronger reason than the others which have 
been assigned for the decline small business against the increasing con- 
centration industrial and commercial activity the larger 
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Mr. Smith expressed this view: 


Sweeping generalizations [in this area] are, frequently the case, incorrect. 
The sweeping generalization that because high taxes business coming com- 
plete and grinding halt, the sweeping generalization the other way, that taxes don’t 
make any difference, because there are ways adapting them, are both 
The feeling some that there particular point which taxpayer capacity breaks 
down is, think, not correct. The limit taxpayer capacity depends almost much 
upon the nature the tax system does upon the total tax burden, but the higher 
the total tax, the more important the structure the 


Has Management Forgotten the Owner? 


Have high tax rates, favorable Code provisions, and preoccupation with 
taxes caused business’ professional managers fall down their fiduciary 
duty shareholders? Compensation plans have been attacked before stock- 
holders derivative suits. management tending neglect its duty, 
courting liability this sphere? 

There was some disagreement whether high individual and corporate 
tax rates reduce incentive keep corporate compensation costs 
minimum. Mr. Rudick suspected that “because the reward further 
pecuniary compensation minimal, executives feel compunction ar- 
ranging accepting tax-free fringe benefits—at least they hope they are tax 
free —such generous entertainment allowances and the free use company 
facilities, cars, yachts, cetera, that are the borderline personal and 
living 

Mr. Blough agreed, adding: 


Certainly the high tax rates the corporation have made management feel more 
liberal what they can pay because they say, “Well, Uncle Sam pays per cent it.” 
the other hand, the fact that the rates too high the individual means that the 
individual has compunction taking voting for himsclf tremendous cash 
compensation because says, “Well, the government going take most any- 
So, seems there loosening and relaxing restraints that area. That 
very important, 

Chairman Barlow asked high corporate tax rates have reduced manage- 
incentive resist labor’s demands for wage increases the bargaining 
table. Mr. Berkowitz responded that tax considerations were not prime im- 


portance this area. 


hard separate [the effect of] taxes [in this area] from the general economic 
conditions. permissive atmosphere allow the firm pass these costs one 
form another. Somebody has said that the automobile industry for good many 
years has been collective bargaining with somebody else’s money. This year looks 
though they are dealing with their own. Since there has been real change the 
tax situation don’t think that this actually tax 
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Mr. Berkowitz also believed Walter recent profit-sharing demand 
largely unrelated liberal management compensation plans. Mr. Kitendaugh 
too was the opinion that the high corporate tax rate has not made manage- 
ment indifferent salary and wage expenses. Whatever the tax rate, manage- 
ment has duty keep costs down and make much profit possible. 
Moreover, observed, executive compensation based upon the competitive 
situation, the conditions the locality, the cost living, and other factors. 
Taxes have little, anything, with compensation levels. 

Mr. Blough mentioned another factor important owners. The varied sys- 
tems deferred compensation being used have made very difficult for any- 
one tell what the compensation paid any year really is. The accountant 
has “terrific determining how much charge compensation, 
and the issue confusing that regardless what set out the proxy 
statements, “very few stockholders have any idea what they are paying their 

question was also raised whether profit-sharing arrangements moti- 
vate management overstate profits. Chairman Barlow pointed out, much 
comment has arisen lately the effect that rising price period conven- 
tional depreciation methods based historical costs understate actual depreci- 
ation, produce “phantom profits,” and promote the gradual liquidation stock- 
holders’ equity. also referred the seeming indifference management 
toward realistic depreciation rates and posed the question: profit-sharing 
plans reduce incentive record proper depreciation and other 
charges against income financial statements? this point, Mr. Blough 
found that majority companies questions compensation and de- 
preciation are seldom tied together. wouldn’t want say that there 
substantial numbers executives who had eye their bonuses when they 
were looking the profits and the things they could affect profits,” 
said, “but would say that far the majority” 


The Effect Executive and Worker Mobility 


There was general consensus that deferred compensation plans have re- 
duced executive and worker mobility. William Patty, Shearman Ster- 
ling Wright, and Mr. Blough said, this often the detriment both the 
company concerned the general economy. Executives may held 
niche where, for both the good the company and the good the individual, 
they should not stay. They resist job changes because they feel they cannot 
afford lose their accrued contingent deferred compensation benefits. Mr. 
Blough commented that the last four five years has learned least 
dozen men top management earning $40,000 $60,000 year more 
who have, for these reasons, declined positions that would have given them 
far better opportunity use their productive ability. Mr. Berkowitz noted, 
however, there are many additional factors, such seniority plans, cutting 
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SUMMARY 


down worker mobility. Taken all together they reduce mobility more than 
most economists consider desirable. 

Mr. Kitendaugh suggested that, the other hand, some cases deferred 
compensation plans increase mobility. Executives may enticed away from 
company not having them one that does. Today such plans are more effec- 
tive inducements than cash compensation. That nonqualified deferred compen- 
sation arrangements can often used overcome the hold existing plans 
have executives who want move has already been mentioned. 

method reducing the lessened mobility caused deferred compen- 
sation arrangements, Mr. Rudick and Walter Trespasz, Tax Attorney, Scher- 
ing Corporation, mentioned suggestions for requiring immediate vesting all 
qualified plans, employees can take their benefits with them when they 
move. Albert Kripke, Chief, Actuarial Group, Tax Rulings Division, Internal 
Revenue Service, pointed out, some vesting already required under admin- 
istrative rulings order prevent discrimination favor highly-compen- 
sated employees. 

But John Cardon, Lee, Toomey Kent, argued that immediate vesting 
might promote more mobility than desirable. And Mr. Kitendaugh suggested 
vesting not particularly desired some employees. recounted the case 
employee his company who recently gave substantial vested rights 
obtain relatively small amount cash hand. The employee had 
been participant pension plan for eighteen-year period while the plan 
was noncontributory. The plan became contributory one, and remained 
participant for three more years, acquiring vested rights for the full twenty- 
one year period. Yet when left the company elected give all his 
vested rights and withdraw his three-years’ contributions. 

Mr. Rothschild summarized the effect taxes and deferred compensation plans 
have employee mobility. recent study, said, determined that the gener- 
alizations which can safely made are: 

considerable number executive job proposals are turned down largely for tax 

considerable number are accepted spite tax reasons. 

Taxes have greatly increased administrative difficulties effecting transfers and 

have certainly increased the cost them. 


There are large number influences other than taxes that induce executives 
move not move. 


Consequently, said, “while think deterrent force, nevertheless, 
deferred compensation has not prevented executives from moving when they 
want 


Has the Tax Burden Been Shifted Those 
Who Are Not Corporate Employees? 


The consensus the Seminar was that, through the various deferred com- 
pensation and stock option devices available only employees—and, 
practical matter, largely only corporate employees—management has 
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degree insulated itself from the impact high tax rates. Because these de- 
vices are unavailable persons not the employee category, there was also 
consensus opinion that the tax structure discriminates favor em- 
ployees and against those who fall outside this classification. 

Opinion these points, course, was not unanimous. Mr. Kitendaugh said: 


you look the 1958 proxy statement our [General Electric] company, you will 
find that Mr. Cordiner received compensation $265,000 for 1957, which paid 
taxes—assuming joint return, the usual deductions, cetera—of about $191,000. 
Similar figures can obtained from almost any proxy statement. think that 
could said represent effective insulation from 


Ard while most felt management has achieved some insulation, everyone recog- 
nized that high rates still have great impact management. Mr. Rudick 
expressed well when said: 


The present tax laws permit some preferential treatment for employee-executives and 
employee-workers, notably through the use restricted stock options and retirement 
benefits. For the executive, however, such provisions not solve the major problem 
created the semi-confiscatory rates the highest income brackets, namely, how 
live the level imposed the job and save the same 


Yet the Internal Revenue Code does give preferential treatment employees. 
They are permitted convert ordinary compensation income into capital gain, 
defer income later years when would taxable different rates, mean- 
while paying tax the funds the income from the funds set aside under 
deferred compensation plans. Nonemployees have none these advantages. 
this extent, nonemployees are discriminated against the tax structure, 
and bear more than their share the tax burden. The Seminar participants, 
disturbed this unfairness, turned their attention ways ending it. 


RESPONSIBILITY 


Extending the Deferred Compensation Code Provisions Nonemployees 


One the measures proposed Congress for ending this discrimination 
against taxpayers not the employee category the Jenkins-Keogh bill. This 
bill, and others like it, would extend many the tax advantages qualified 
retirement plans self-employed persons. Self-employed persons could deduct, 
certain dollar amount each year, income put into restricted retirement 
funds, and the income from these funds well the funds themselves would 
free from tax until distributed upon retirement. The Treasury has been 
concerned about the revenve loss this measure would entail, and management 
has either opposed ignored it. Should such measure adopted, and should 
management take active position it? Will management run greater risk 
losing the special provisions the Code favorable corporate employees 
supporting, not supporting, such legislation? 
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Lucius Smith, III, American Thrift Assembly, said the discrimination 
the compensation tax structure has arisen unintentionally. must ended, and 
Jenkins-Keogh the way it. Dan Throop Smith explored the difficulties 
with such legislation from the viewpoint. First, course, the 
revenue loss. Connected with this the difficulty defining the groups 
covered the legislation. Many proposals cover only people included 
mandatory basis under social security. Such coverage, however, still omits 
vast numbers people not covered qualified pension plans. Inevitably 
pressure will exerted the Treasury extend coverage everyone not 
covered qualified plans, and the revenue loss will grow rapidly. 

The problem does not end here, for Jenkins-Keogh type legislation 
drawn benefit all those not “covered” under qualified plans, one must soon 
decide whether employees having only contingent rights under qualified plans 
are “covered” those plans. decided they aren’t covered and are thus 
eligible under Jenkins-Keogh type legislation, incentive created post- 
pone vesting under qualified plans that employees can take advantage 
both devices. The end result, course, will that once again employed 
persons are given better tax break than self-employed persons. 

Moreover, both Dan Throop Smith and Gordon Keith pointed im- 
portant difference between employed and self-employed persons. Employees 
face general forced-retirement policies, while the self-employed are often al- 
lowed work long they are physically able. This difference may make 
the different tax treatments less inequitable. Mr. Smith told anecdote. 
few years back, when representative one the professions supporting this 
legislation was asked its coverage should limited those covered 
mandatory basis social security, the representative responded: “Oh no, 
would grossly unfair have come under social security because 
don’t retire; what need retirement income Nevertheless, 
spite these difficulties, Mr. Smith said, the Treasury agrees the tax struc- 
ture discriminates somewhat against the self-employed, and the Treasury will 
consider legislation correct it. 

The consensus the Seminar was that management should support such 
legislation. The reasons for this were pointed out several. Mr. Rudick noted 
many taxpayers will remain dissatisfied with the present tax structure com- 
pensation until discrimination against the self-employed ended. “All law,” 
said, “eventually tends become the way ought be. unjust 
unwise, people will tend correct ignore the present discrim- 
ination continues, management and workers may well have the tax privileges 
they now enjoy taken away. Lawrence Baker, Winthrop, Stimson, Putnam 
and Roberts, claimed misleading talk about Jenkins-Keogh relief 
measure. not relief measure but equalization measure. “The Treasury,” 
said, “is interested the gross revenue and must have it, but don’t 
think should interested having higher rate borne by” one group than 
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Favorable treatment given only employees results higher rate 
being collected from someone else, and the Treasury should address itself 
equalizing this burden. Chairman Barlow disclosed that the Chamber Com- 
merce the United States has now supported Jenkins-Keogh principle 
partly from realization that, unless the present inequity corrected this 
fashion, may well corrected minimizing the beneficial deferred com- 
pensation provisions presently enjoyed employee groups. 


Lowering Rates and Plugging Loopholes—Income Averaging 


The Seminar participants advocated consideration reform the tax 
structure even more basic than Jenkins-Keogh. The participants agreed the 
rate structure goes too high, and the special deferred compensation and stock 
option provisions the Code are, part, relief measures designed mitigate 
the effect high rates. Many other relief provisions exist, course, the 
Code. Almost all the participants agreed that rate reduction the most de- 
sirable reform that could possibly made, and many were willing give 
the relief provisions the Code obtain it. these “loopholes” were 
eliminated, rates could drastically reduced without much, any, loss 
revenue. The high rates produce very little income. 

There was general feeling that while management favors lower rates, 
not doing all could achieve them. One reason suggested for this the 
inability deduct expenses for activity this area for income tax purposes. 
Another reason may that management satisfied with the special provi- 
sions favorable it, and apprehensive becoming less well off these 
are eliminated order permit general rate reduction. Along this line, 
Carl Shoup, Department Economics, Columbia University, remarked that 
while everyone gives lip service the desirability reducing rates and broad- 
ening the tax base plugging loopholes, one really favor it. Man- 
agement knows where stands now and fears any changes might make less 
well off. People the lower brackets are against because they not realize 
how effectively the relief provisions the Code mitigate the effect high 
rates. Mr. Berkowitz observed, however, that even few labor union leaders 
are coming support the idea lowered rates coupled with broadened tax 
base. 

There was feeling that high progressive tax rates have emotional signi- 
ficance powerful enough make reform politically impossible. But public 
opinion polls, Mr. Kitendaugh mentioned, most people say the highest rate 
should more than per cent. felt there basic public 
demand for the present high rate structure. Lowell Harriss, Department 
Economics, Columbia University, and others suggested that factual Treasury 
studies the revenue loss from loophole provisions would help educate the 
public acceptance low rates and broader tax base. But Mr. Smith 
said that the difficulty with this that two people can agree what 
loophole. 


SUMMARY 


Some people look upon capital gains rates loophole. Yet, said, “if 
had pick single change the tax law the maximum damage the 
economy this country, would tax capital gains ordinary in- 
come. Many more consider the deferred compensation provisions 
the Code loopholes. Yet, Mr. Smith said, difficult find another satis- 
factory method for taxing these arrangements. Retirement income plans existed 
before the income tax became significant, and Mr. Smith the present scheme 
taxation seemed “the simplest plan, the only feasible way, deal with 
The thought taxing the worker the imputed value non- 
vested rights “is pretty formidable “What the equity includ- 
ing the taxable income individual who conceives himself only 
temporary employee, imputed value some determination what his 
life might turn out 

Mr. Rothschild and William Vickrey, Department Economics, Columbia 
University, saw the deferred compensation arrangements basically limited 
forms income averaging for tax purposes. Income shifted from peak earn- 
ing years years when earnings are less, reducing the tax burden caused 
high rates. They expressed the view that general system income averaging 
would eliminate both the need for these special tax provisions and the inequity 
they create. Mr. Vickrey said one possible way doing this compute 
taxable income each year cumulating all income earned the individual 
during his life date, and then averaging it. Adjusted progressive tax rates 
can then applied this averaged taxable income. 


The Seminar participants were overwhelmingly the view that income tax 
rates are too high. The special deferred compensation provisions the Code 
have somewhat mitigated high-rate effects for employed persons, but the 
expense eroding the tax base and producing inequity the tax structure. 
The burden taxation bears more heavily persons outside the employed 
category. High tax rates coupled with various compensation devices may also 
have encouraged some executives act contrary the best interests share- 
holders. Management has continuing and perhaps increasing responsibil- 
ity use compensation devices wisely the best interests shareholders 
and the public generally, and promote greater equity the tax structure. 
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EDITORIAL NOTE 


this issue Tax are presenting summary the Seminar 
“The Effect Tax Policy Executive and Worker Compensation” which 
was conducted the Tax Institute the Woodrow Wilson Hall Princeton 
University May 19, 1958. This summary has been prepared Gordon 
Henderson, Esq., member the District Columbia Bar who associated 
with Covington Burling. The summary and the complete transcript the 
Seminar are being published paperbound volume which will available 
October. 


The Seminar was the first series meetings and publications the 
general topic “The Impact Taxation Management Responsibility” which 
the Tax Institute has planned for the next three years. The participants listed 
above were selected provide the viewpoints various interested groups— 
management, government, tax lawyers, tax accountants, and economists. Other 
persons attending the Seminar also had opportunity ask questions the 
participants and offer comments. 

The second meeting the series will the symposium “The Impact 
Taxation Management Responsibility: Depreciation and Compensation,” 
held the Princeton Inn Princeton November and 21. 


Although the Tax Institute organization takes action matters 


tax policy, and does not endorse the views expressed participants its 
meetings, participants are invited formulate any proposals for change the 
tax laws and administration which they deem advisable. 


TOPICS FUTURE MEETINGS 


The series seminars and symposiums “The Impact Taxation 
Management Responsibility” will consider the following topics suc- 
ceeding years: 


Tax Impacts Profit Making and Dividend Policy 
Conflicts Between Antitrust and Tax Laws 
Management Responsibility for Tax Compliance 
Investments and Abroad 
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